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RATIONALE

In 2011, several legislative measures were enacted to restructure Michigan's taxes on businesses
and individuals. The legislation that amended the Income Tax Act included changes in the
deduction allowed for pension and retirement income, including Social Security income. The
amount of the deduction now depends, in part, on a taxpayer's age and whether he or she was
born before 1946, between 1946 and 1952, or after 1952, with smaller deductions allowed for
those in the second two categories. For taxpayers born before 1953, the Act retains a full deduction
for Social Security income, while the tax treatment differs for those born in 1953 or later. After
these amendments were enacted, it was pointed out that many retirees, such as former police
officers and firefighters, do not receive Social Security income because the governmental entity
they worked for opted out of the Social Security system. As a result, the deduction for Social
Security income does not benefit these individuals, which means that a proportionately higher
amount of their pension and retirement income is subject to taxation.

To address this, Public Act 597 of 2012 increased the deduction for taxpayers who receive
retirement or pension benefits from governmental employment that was not covered by Social
Security. This legislation, which took effect on January 9, 2013, also differentiates based on the
age of the taxpayer, with a higher deduction allowed for taxpayers born between 1946 and 1952,
than allowed for those born after 1952. For example, for a taxpayer filing a single return, the
maximum deduction is $35,000 if he or she was born between 1946 and 1952, and $15,000 for a
taxpayer born in 1953 or later. It now has been suggested that the higher amount should be
available to those born after 1952 if they were retired when Public Act 597 took effect.

CONTENT

The bill would amend the Income Tax Act to do the following:

-- Extend to a person who was born after 1952 and retired as of January 1, 2013, an
increased deduction for retirement or pension benefits from governmental
employment that was not covered by Social Security.

-- Allow a taxpayer to deduct from adjusted gross income pension benefits, as well as
retirement benefits, received for service in the United States armed forces.

The bill would be retroactive and effective for tax years beginning on and after January 1, 2013.

Retiree Pension Deduction

As described below, the Act sets a limit on the amount of pension and retirement income that a
taxpayer may deduct from taxable income, depending on the taxpayer's age and when he or she
was born. Amendments enacted in 2012 increased the allowable deduction, beginning January 1,
2013, for a taxpayer born after 1945 who receives retirement or pension benefits from
governmental employment that was not covered by Social Security.
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As a rule, a taxpayer born between 1946 and 1952 may deduct from taxable income public or
private pension and retirement income, subject to a limit of $20,000 for a single return or $40,000
for a joint return. After the taxpayer reaches age 67, the limit remains the same but applies to all
income, including retirement and nonretirement income. The Act also allows a full deduction for
Social Security income and other select types of income.

A taxpayer born after 1952 may not deduct public or private pension or retirement income other
than Social Security income, until he or she reaches age 67. At that time, the person may take a
deduction (limited to $20,000 for a single return or $40,000 for a joint return) against all income,
including Social Security income and other types of income (including retirement and
nonretirement income), instead of the standard personal exemption.

Beginning January 1, 2013, these provisions apply except as described below.

For a person born between 1946 and 1952 who receives retirement or pension benefits from
employment with a governmental agency that was not covered by Social Security, the deduction
for retirement or pension income is limited to $35,000 for a single return or $55,000 for a joint
return. The maximum deduction is $70,000 for a joint return, if both the husband and wife filing
jointly receive retirement or pension benefits from employment with a governmental agency that
was not covered by Social Security. When the taxpayer reaches age 67, the deduction amount
remains the same but includes all income. Under the bill, this also would apply to a person born
after 1945 (including someone born after 1952) who was retired as of January 1, 2013.

Currently, if a person born after 1952 is between 62 and 66 years of age, and receives retirement
or pension benefits from employment with a governmental agency that was not covered by Social
Security, the Act allows a deduction of retirement or pension income subject to a limit of $15,000
for a single or joint return. The maximum deduction for a joint return is $30,000, if both the
husband and wife receive retirement or pension benefits from such employment. Under the bill,
this would apply except as otherwise provided for a person who was retired as of January 1, 2013
(i.e., for a person born after 1952 who was retired on that date).

Also, the bill would refer to both "spouses", rather than both "the husband and wife", in these
provisions.

United States Armed Forces Pension

The Act allows a taxpayer to deduct, to the extent included in adjusted gross income, the following:

-- Retirement or pension benefits under the Railroad Retirement Act of 1974.
-- Beginning January 1, 2012, retirement or pension benefits received for services in the Michigan
National Guard.

Also, to the extent included in adjusted gross income, a taxpayer may deduct compensation,
including retirement benefits, received for services in the United States armed forces. In addition
to retirement benefits, the bill would refer to pension benefits.

A taxpayer who is a senior citizen (except a senior citizen born after 1945) may deduct, to the
extent included in adjusted gross income, interest, dividends, and capital gains received in the tax
year not to exceed $9,420 for a single return and $18,840 for a joint return (adjusted annually by
the percentage increase on the U.S. consumer price index). The maximum amounts allowed must
be reduced by the amount of a deduction claimed for retirement benefits described above (or for
other retirement or pension benefits described in the Act).

The bill also would require the maximum amounts to be reduced by the amount of a deduction
claimed for pension benefits received for service in the United States armed forces.
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("Senior citizen" means an individual, or either one of two people filing a joint tax return, who is
65 years of age or older at the close of the tax year. The term also includes the unremarried
surviving spouse of a person who was 65 years of age or older at the time of death.)

MCL 206.30
ARGUMENTS

(Please note: The arguments contained in this analysis originate from sources outside the Senate Fiscal Agency.
The Senate Fiscal Agency neither supports nor opposes legislation.)

Supporting Argument
Public Act 597 of 2012 was enacted to bring a measure of fairness to retirees who do not receive

Social Security income. These taxpayers are primarily public safety officers who worked for local
units of government that opted out of the Social Security system (which is allowed if the local units
meet certain criteria). Unlike many or most other retirees, who receive both a pension and Social
Security retirement, these public safety officers receive only retirement or pension income. Until
the 2012 amendments were enacted, this income was deductible only to the same extent as other
retirees' income.

Although the amendments improved the situation for the affected retirees, those who were born
after 1952 are at a disadvantage. The deduction allowed for this population is smaller than that
allowed for those born before 1952 and it does not apply until the individual reaches age 62.
Someone who was born in 1957 and retired in 2012, for example, might find his or her entire
retirement income subject to taxation and, once he or she turns 62, will be allowed to deduct only
$15,000. This is not an unlikely scenario if the person retired from a local unit with an early
mandatory retirement age. In addition, it is not uncommon for police officers and firefighters to
retire at a relatively early age due to the physical and emotional demands of the job.

The changes proposed by the bill would affect only those who were born after 1952 and were
retired as of January 1, 2013. The bill would put these taxpayers on the same footing as those
born before 1953 who retired from government employment that was not covered by the Social
Security Act. Allowing an increased deduction of retirement benefits would reduce the financial
burden on individuals who worked to protect the safety of the public.

Opposing Argument

According to the Department of Treasury, the State Treasurer has tried to follow the principle that
retirement income should be treated as taxable income. The bill would conflict with this approach.
When Public Act 597 of 2012 was enacted, it included the $15,000 deduction for those born after
1952, to compensate then to some extent.

Moreover, the bill would remove the requirement that a person be 62 before he or she can take
the deduction. Generally, this is the age when individuals begin to claim Social Security. There is
some concern about allowing a person to claim the deduction at an earlier age.

Furthermore, the bill's retroactivity provision would reduce the State's tax collections by $10.5
million or more for the first year of implementation, because people would be able to amend
previous returns. This would reduce revenue to both the General Fund and the School Aid Fund.

Legislative Analyst: Drew Krogulecki

FISCAL IMPACT

The bill would reduce General Fund and School Aid Fund revenue by an unknown, but likely
minimal, amount that would depend on the number of individuals affected and their specific
financial characteristics. The bill would affect individuals born after 1945, who were retired as of
January 1, 2013, and receive retirement or pension benefits from employment with a government

Page 3 of 4 sb266/1718



agency that was not covered by the Federal Social Security Act. The bill does not define the criteria
an individual would have to meet in order to be considered retired. Some of these individuals, who
were born before 1953, already receive a deduction for a portion of the affected income. For these
individuals, the increase in the deduction would be between $20,000 and $25,000. Individuals
affected by the bill but born after 1952 do not receive any deduction until they reach age 62, and
if they are not receiving a deduction, the bill would provide a deduction of either $35,000 or
$55,000.

While the bill would increase the amount of retirement income that may be deducted from taxable
income to $55,000 per return, depending on filing status, the maximum impact for any individual
taxpayer would be a liability reduction of $2,338 per year for a joint return not currently receiving
any deduction. Some taxpayers would not have sufficient income to fully claim the increased
deduction amounts and would experience lesser reductions in liability.

The number of individuals born after 1945, who were retired as of January 1, 2013, and receive
retirement or pension benefits from employment with a government agency that was not covered
by the Social Security Act, is unknown. The most commonly affected individuals were employed in
police or fire protection occupations, which represent approximately 0.07% of total Michigan
employment, and at least a portion of these individuals worked in positions covered by the Social
Security Act. Assuming 0.07% of Michigan residents over the age of 65 would be affected by the
bill, and all of these individuals experienced the maximum liability reduction available under the
bill, the bill would reduce State revenue by approximately $2.6 million per year. To the extent that
some individuals already receive some deduction, some individuals file as singles, and some report
less income than the proposed deduction, the impact of the bill would be less.

Because the bill indicates it would be retroactive, the impact in FY 2017-18 would be roughly five
times the annual impact of the bill. As a result, the bill could reduce FY 2017-18 revenue by as
much as $11.0 million to $13.0 million, with revenue reductions in later years declining to
approximately $2.3 million to $2.6 million. Approximately 23.8% of any reduction would affect
School Aid Fund revenue, with the remaining reduction lowering General Fund revenue.

Fiscal Analyst: David Zin
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This analysis was prepared by nonpartisan Senate staff for use by the Senate in its deliberations and does not constitute an official
statement of legislative intent.
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